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Letters to the Editor
CPA E xp ert encourages  
readers to write letters on 
issues related to business 
valuation and litigation and 
dispute resolution services 
and on published articles. 
Please include your name 
and te le p h o n e  and fax  
numbers. Send your letters 
by e-mail to wmoran@ aicpa.org.
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2005 BANKRUPTCY CODE 
AMENDMENTS: THE "REAL" STORY
By C y n th ia  N e lson  and  M ic h a e l L in s k , CPA
Am endm ents to the U nited State 
Bankruptcy Code (Title 11) enacted 
on April 20, 2005, and effective for 
bankruptcy cases filed on or after 
October 17, 2005, will have signifi­
cant and potentially far-reaching 
effects on holders of real property 
interests. The Bankruptcy Abuse Pre­
vention and Consumer Protection 
Act of 2005 (the 2005 Amendments 
or the Act) is more than 500 pages 
long and represents the most com­
prehensive overhaul of the bank­
ruptcy code since 1978. Although the 
popular press focused on changes to 
consum er bankruptcy laws, about 
half of the changes to the bankruptcy 
code address businesses. The new 
provisions cover a wide range of 
issues, but most observers agree that 
the revisions give creditors more 
leverage. This certainly is the case in 
the changes related to real estate.
Two areas of foremost concern for 
holders of real property interests, 
which are discussed below, include 
revisions that address:
1. The assumption and rejection of 
real property leases
2. Single-asset real estate cases
In addition, a number of revisions 
will make it easier for a creditor with 
a claim secured by real property to 
obtain relief from the automatic stay 
debtors receive when they file for 
bankruptcy protection. The protec­
tion afforded by the automatic stay is 
frequently the principal protection 
sought by a company when it elects to 
file for bankruptcy and often is used
by borrowers to delay real estate fore­
closure action and thereby gain nego­
tia ting  leverage. These include 
changes in what constitutes a “trans­
fer” for purposes of being exempt 
from the automatic stay in connec­
tion with asserting so-called “good- 
faith purchaser defenses,” and the 
ability of a creditor to obtain relief 
from stay if the bankruptcy court 
finds that the debtor’s filing was part 
of a schem e to delay, h inder, or 
defraud creditors.
REAL PROPERTY LEASES
Some of the m ost notew orthy 
changes in the bankruptcy code deal 
with real property leases, and with 
some minor exceptions, virtually all 
of these favor landlords. For strug­
gling, multilocation businesses, par­
ticularly retailers, the October 17 
effective date of the Act may trigger a 
spate of bankruptcy filings. Accord­
ing to a recent survey reported in 
Daily Bankruptcy Review, members of 
the Turnaround Management Associ­
ation forecast an increase of 10% to 
25% in preemptory filings before the 
O ctober deadline, with retailers, 
automotive suppliers, and airlines as 
the most likely filers.
Allowed time for assumption and rejection o f leases
The Bankruptcy Code provides for 
the assumption or rejection of execu­
tory contracts (which includes leases) 
and sets fo rth  special provisions 
related to nonresidential real prop­
erty leases. Prior to the 2005 Amend-
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ments, debtors were given 60 days 
from the filing of the bankruptcy 
petition to assume or reject any non- 
residential real property lease. Oth­
erwise, such leases were deemed to 
be rejected. Extensions of this time 
frame were possible, and routinely 
granted, since the showing required 
by the debtor relied primarily on the 
debtor’s business judgm ent. Final 
lease rejection and assumption deci­
sions frequently were deferred until 
a plan of reorganization was filed (or 
sometimes, even after a plan was 
confirmed), which might not occur 
for years after the bankruptcy peti­
tion date, particularly in large retail 
cases. Debtors routinely argue that 
decisions regarding store closures 
are intimately bound up in the over­
all restructuring and turnaround 
strategy and, consequently, cannot 
reasonably be expected to be deter­
mined with certainty outside of the 
context of a formal plan.
The 2005 Amendments dramati­
cally change the timing requirements 
for rejection and assumption of leases. 
Now, debtors will be given a period of 
120 days from the filing of the petition 
to assume or reject leases, after which 
one 90-day extension may be 
requested from the court. After that, 
the debtor can only extend the time 
to assume or reject with the consent of 
the landlord (possibly after exacting a 
fee or other concession). Effectively, 
this means that, for the vast majority 
of leases, the absolute time frame for 
assumption or rejection will be 210 
days from the petition date. In no 
event can leases be assumed or 
rejected after plan confirmation.
The majority of cases involving 
multiple retail and other locations 
are rarely concluded in this time 
period . Accordingly, especially 
under the new law, debtors are well 
advised to spend m ore time in 
advance of filing for bankruptcy to 
thoroughly evaluate which locations 
should be closed, rather than mak­
ing a hurried decision to file based 
on liquidity factors or the outcome 
of, say, holiday sales. Nevertheless, 
since debtors rarely have the luxury 
of extensive prebankruptcy planning 
and are forced into filing by liquidity 
and other factors and events, the 
result is more likely to be hurried 
decisions regarding lease rejections 
rather than more thoughtful pre­
bankruptcy planning.
Given that the vast majority of 
debtors likely will need to file with­
out extensive planning, are they 
more likely to err on the side of clos­
ing too many or too few stores under 
the revised time requirements for 
lease assumption and rejection? Our 
experience suggests that too few 
stores are likely to be closed. Even 
prior to the enactment of the 2005 
Amendments, retailers often were 
reluctant to reject leases (except for 
obvious underperformers), given the 
significant capital already invested, 
the high cost for reentry, concerns 
about image in the marketplace, and 
the tendency of most to believe they 
will be able to successfully tu rn ­
around underperforming locations. 
This often led to “rolling closures” as 
retailers incrementally closed stores 
during the bankruptcy process when 
additional time made clear that the
initial number of stores closed was 
inadequate. Retailers—as well as 
other multilocation businesses that 
have used the bankruptcy process to 
reengineer their businesses and in so 
doing, have realigned their business 
strategies with their real estate—no 
longer have this luxury.
Administrative claims treatm ent for rejected leases 
previously assumed
The 2005 Amendments also lower 
the cost of rejecting a lease that was 
previously assumed during the bank­
ruptcy; however, the cost to an 
already cash-strapped estate is still 
significant. Under the old provisions, 
the landlord  would have had an 
administrative expense claim (i.e., a 
claim senior to most prepetition  
unsecured creditors) for the entire 
amount of rent outstanding under 
the provisions of the assumed lease 
(generally, net of damages mitigated 
by reletting and other collections). 
Under the new provisions, the land­
lord is entitled to (1) an administra­
tive priority claim for two years’ rent; 
and (2) an unsecured claim for the 
balance of the term remaining after 
two years calculated in accordance 
with the cap on landlord claims set 
forth in Section 502(b)(6), which 
limits the amount of the landlord 
claim to the greater of one year’s 
rent or 15% of the remaining term, 
not to exceed three years. Notably, 
the cap on the administrative claim 
is without setoff and, it seems likely, 
would not be reduced if, for exam­
ple, the landlord were to immedi­
ately relet the space for a higher 
rent.
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Because the cost to the debtor of 
rejecting a previously assumed lease 
is still relatively high, we doubt that 
recent changes to the Bankruptcy 
Code to lower this cost will spur the 
rejection of marginal leases. Faced 
with an absolute deadline of 210 
days from the petition date, debtors 
likely will end up assuming leases for 
many questionable locations. They 
are m ore likely to em erge from 
bankruptcy with relatively weaker 
portfolios than had they been able to 
take more time to consider store clo­
sure decisions in conjunction with 
the methodical development of a 
plan of reorganization.
Value o f lease designation rights reduced
Another area that will be affected by 
these changes is the market for so- 
called “lease designation rights.” In 
recent years, an active market has 
arisen wherein third parties pur­
chase lease designation rights from 
the estate, thereby giving the buyer 
the ability to control whether a lease 
is assumed or rejected. Purchasers of 
lease designation rights enter into 
these transactions and are willing to 
pay for these rights because they 
expect to be able to assume and sell 
the leasehold interest to another ten­
ant (typically, a retailer) at a profit 
(to the detriment of the landlord). 
With diminished time to find new 
tenants for the space, third parties 
are less likely to be willing to pur­
chase the lease designation rights, 
thereby forcing the estate to forego 
this particular source of recovery for 
creditors. As a result, landlords will 
recover the value inherent in these 
below market leases. Other revisions 
to the Bankruptcy Code that effec­
tively limit assignment of shopping 
center leases without the landlord’s 
consent (discussed further below) 
also will diminish the value of lease 
designation rights.
Assignment o f leases restricted
Section 365(b) provides tha t a 
debtor’s right to assume or assign a 
defaulted lease requires it to show
“adequate assurance of future per­
form ance.” In recognition of the 
importance of tenant types and mix 
to shopping centers’ operations, the 
Bankruptcy Code has special 
requirem ents for dem onstrating 
“adequate assurance” when debtors 
seek to assume or assign a lease in a 
shopping center. Section 365(b)(3) 
mandates, among other things, that 
the assumption or assignment be 
subject to all restrictions in the lease 
regarding radius, location, use, or 
exclusivity and that the assumption 
not disrupt the tenant mix or bal­
ance of the shopping center.
In spite of this language, debtors 
often used the provisions of Section 
365(f)(1) to effectuate an assign­
ment that might otherwise not be 
permitted under the lease. This sec­
tion gives debtors the ability to assign 
executory contracts, including leases, 
in spite of language in the contract 
that otherwise would restrict or pro­
hibit such an assignment.
The 2005 Amendments make the 
provisions of Section 365(b)(3) 
paramount relative to the provisions 
of 365(f)(1) by specifying that the 
provisions of 365(b) are exceptions 
to the Bankruptcy Code’s provisions 
which allow debtors to assign other­
wise nonassignable contracts. This 
change will limit debtors’ abilities to 
assign shopping center leases and 
realize potential value for the estate. 
D ebtors will be forced to e ither 
reject a lease (and increase creditor 
claims) or assume a lease, the value 
of which may be less beneficial to 
the estate than would an assignment 
to a new tenant. This change gives 
landlords, rather than debtors, the 
ability to realize the increm ental 
value of the lease if it is rejected and 
greater control over their shopping 
centers in the event it is assumed 
and assigned. This is a power which 
landlords argued had inappropri­
ately shifted to the debtor tenant, 
who could force landlords to lease 
to otherwise unacceptable tenants 
considered detrimental to the shop­
ping center.
Incurable nonmonetary defaults
A  welcome change to the Bankruptcy 
Code (from the tenant’s perspective) 
is language which allows for the 
assumption of a defaulted lease even 
if a noncurable monetary default has 
occurred. Section 365(b)(1)(A ) 
requires defaults to be cured as a 
condition of the assumption. Prior to 
the 2005 Amendments, the Bank­
ruptcy Code did no t explicitly 
address the issue of incurable non­
monetary defaults, such as those aris­
ing in connection with operating 
covenant violations. Narrowly 
applied, the pream endm ent lan­
guage would seem to have precluded 
assumption of a retail lease with a 
continuous operations clause if the 
tenant had closed a store, even if 
only on a temporary basis, and even 
if the tenant was otherwise current 
on rent. Although a tenant theoreti­
cally can cure a monetary default by 
bringing its account current, it can­
not turn back the hands of time and 
reopen a store that it already closed 
in violation of an operating covenant. 
It’s impossible to unring the bell.
Amendments to the Bankruptcy 
Code allow for the assumption of a 
lease with a noncurable nonmone­
tary default, provided that, in the 
case of a default arising from viola­
tion of an operating covenant, the 
landlord is com pensated for any 
pecuniary losses resulting from the 
default. Such dam ages m ight 
include, for example, lost percent­
age rent (even if all other rents and 
charges have been paid) a n d /o r  
consequential damages resulting 
from the impact of the dark store on 
other tenants (for example, reduced 
foot traffic that lowers sales and per­
centage rent payable to the landlord 
from other retailers, minimum shop­
ping center occupancy provisions in 
tenants’ leases that tie rent levels to 
shopping center occupancy, etc.). 
Although pecuniary damages may be 
difficult to prove and result in costly 
litigation, the changes to the Bank­
ruptcy Code clarify how to address 
incurable defaults.
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SINGLE-ASSET REAL ESTATE CASES
A single-asset real estate case typically 
involves only two principal parties, 
the bo rro w er/o w n er and the 
secured lender. Although the bor­
rower seeks reorganization (to effec­
tuate a refinancing, sale, redevelop­
ment, or other plan), the lender’s 
primary objective is to have its loan 
brought current or repaid or to have 
the automatic stay lifted so that it 
can com plete foreclosure of the 
property as soon as possible.
The 1994 Bankruptcy Reform Act 
enacted special rules for so-called 
single-asset real estate cases (which 
exclude residential property of less 
than four units), in which substan­
tially all gross income of a debtor is 
related to a single property or pro­
ject. From a practical standpoint, this 
applies to most real estate ventures 
since substantially all revenue is typi­
cally derived from rent paid by ten­
ants of the property. It excludes cer­
tain types of real estate that are 
operating businesses such as hotels, 
movie theatres, hospitals, etc.
The 1994 Act am endm ents 
require debtors of single-asset real 
estate cases to file a plan of reorgani­
zation within 90 days of the bank­
ruptcy petition (rather than the 180 
days provided to all other types of 
debtors, a time frame frequently 
extended by the courts) or com­
mence making monthly interest pay­
m ents to creditors with claims 
secured by an interest in the property 
based on the “current fair market 
rate.” The “creditor’s interest in the 
real estate” is limited to the secured 
amount of the claim (i.e., the lesser of 
the amount of the obligation and the 
value of the collateral).
As initially enacted in 1994, the 
single-asset real estate provisions 
applied only to debtors with total 
secured debts that did not exceed $4 
m illion. The 2005 A m endm ents 
changed this definition by eliminat­
ing the $4 million limit.
Under the 2005 Amendments, the 
“fast track” provisions for single-asset 
real estate will now apply to all pure 
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real estate cases (excluding residen­
tial property of less than four units), 
regardless of size, so long as the busi­
ness of the debtor is restricted to 
operation of the real property or 
activities inciden tal there to . As 
amended, the Bankruptcy Code pro­
vides that the court shall grant relief 
from the automatic stay if the debtor 
has not filed a plan of reorganization 
within 90 days of the bankruptcy peti­
tion with a reasonable possibility of 
being confirmed or within 30 days of 
determining that the single-asset real 
estate provisions apply, whichever is 
later.
In addition, the 2005 A m end­
m ents requ ire  tha t in te rest on 
secured debt during the bankruptcy 
be paid based on the non-default 
contract rate of interest rather than 
the “current fair market rate.” Under 
the Act, the debtor also is entitled to 
use rents or other income from the 
property to fund the required inter­
est payments including funds gener­
ated before, on, or after the filing 
date of the bankruptcy petition. Pre­
viously, the debtor had to obtain the 
permission of the creditor or the 
court to do so.
As a result of these changes, all 
real estate debtors will have to be 
prepared to propose a plan of reor­
ganization m uch earlie r in the 
process than was previously required 
and will find it more difficult to 
delay the ultimate resolution. Credi­
tors will receive their contract rate of 
in te rest on the am ount of their 
secured claim during the period of 
the automatic stay and, if a feasible 
plan of reorganization is not pro­
posed during the initial 90 days of 
the bankruptcy, secured creditors 
should be able to obtain relief from 
the automatic stay and proceed with 
foreclosure in a timelier manner.
It rem ains to be seen whether 
these changes will serve to decrease 
the num ber of real estate bank­
ruptcy cases filed. Key issues of valua­
tion and the debtor’s prospects for a 
successful reorganization (i.e., plan 
feasibility), the consideration of
which often requires lengthy and 
expensive court proceedings entail­
ing evidence from both parties, will 
need to be fully addressed earlier in 
the process. The 2005 Amendments 
will force real estate bankruptcies, 
including those involving large, com­
plex properties, to be resolved more 
quickly than they have been in the 
past, a change likely to benefit 
secured creditors.
CONCLUSION
The extensive amendments to the 
Bankruptcy Code under the 2005 
Amendments Act will significantly 
affect cases involving real property 
interests as well as business bankrupt­
cies in general. Although the vast 
majority of changes are not specific 
to real property (unlike the changes 
affecting lease assumption and rejec­
tion and single-asset real estate cases, 
for example), real estate lenders and 
borrowers would be well advised to 
gain an understanding of the scope 
of the 2005 Amendments, many of 
which serve to shift more power to 
creditors.
The 2005 Amendments poten­
tially will have far-reaching and last­
ing effects on real property owners, 
debtors and creditors alike. Financial 
and legal practitioners in the area of 
insolvency and business turnaround 
services will need to stay abreast of 
evolving legal precedents as the 2005 
Amendments are applied in order to 
determine the impact on the inter­
ests of their clients. X
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By Ja m e s R. H itc h n e r ,  C P A /A B V , ASA
Did you know that liquidity and mar­
ketability are not the same? Many val­
uation analysts, including me, have 
used these two terms interchange­
ably for years. For example, the first 
edition of Financial Valuation Applica­
tions and Models (New York: John 
Wiley, 2002), which I edited and 
coauthored, makes no distinction 
between the two terms. That will 
change in the second edition, due 
out in April 2006, to reflect the cur­
rent thinking, which is that these two 
terms have different meanings.
I want to minimize confusion in 
my explanation. Note, first, that any­
thing liquid has to be marketable. 
However, the reverse is not true. An 
asset or ownership interest can be 
marketable, but not liquid.
Let’s take two examples. Is an 
ownership interest in a public stock 
marketable? Sure it is. Is it liquid?
ENHANCING MARKET DATA USAGE: PART I
By R a lph  A. G ig l io t t i ,  C P A /A B V
The market approach is popular in 
the valuation industry. One reason is 
the increased objectivity that results 
because the valuation analyst can use 
actual transactions to derive multi­
ples. Under this approach, the two 
alternative methods are the guide­
line public company m ethod and 
the merged and acquired company 
method.
The merged and acquired com­
pany method is the focus of our dis­
cussion here. Under this method, 
transactions are statistically analyzed,
Yes, of course. These days, you can 
sell public stock almost instantly and 
receive your cash within three days 
or so. Now, let’s look at a 100% con­
trolling interest in a private com­
pany. Is it marketable? Although 
there are exceptions, the answer, 
generally, is yes. Now, is this owner­
ship interest liquid? The answer is, 
of course, no. Another example of 
m arketable illiquid is real estate 
because, generally, it takes time to 
turn a parcel of real estate into cash 
by selling it.
NEW LABELS
I think now we have a new term for 
the valuation industry to consider, 
marketable illiquid. Consequently, we 




Note that I do not include the 
term liquid marketable, since anything 
liquid has to be marketable. Simi­
larly, I do not use the term nonmar­
ketable illiquid, because anything non- 
marketable has to be illiquid. Let’s 
now distinguish  some com m on 
assets and ownership interests:
• Public stock, Liquid
• Controlling interest in a private 
company, Marketable illiquid
• Minority interest in a private com-
and the m ean, m edian, or o ther 
multiples are used to value a com­
pany based upon the valuation ana­
lyst’s judgm ent. This technique is 
used because the data regarding the 
sales of private companies are lim­
ited. Therefore, single transactions 
would almost never be used.
The analysis of the data is critical 
in this method. The valuation analyst 
wants to identify the range of possi­
ble multiples and identify the point 
at which most businesses have been 
sold. This is called a measure of cen-
pany, Nonmarketable
• Real estate, Marketable illiquid
• Machinery and equipment, Mar­
ketable illiquid
DEGREE OF MARKETABILITY
The preceding labels do not, how­
ever, address the degree of marketability 
or nonmarketability of the assets. For 
example, in a hot acquisition market­
place for a certain industry, some pri­
vate companies may be more mar­
ketable than those in an industry that 
is not so hot. Also, some machinery 
and equipment may be sold more 
quickly; examples are vehicles and 
construction equipment (depending 
on the market). For a minority inter­
est in a private company, the term 
nonmarketable does not assume that 
the interest cannot be sold, only that 
it is usually difficult to do so under 
normal circumstances.
The distinction drawn neverthe­
less goes beyond mere semantics by 
capturing the fact that the underly­
ing valuation m ethodologies we 
often use are comparisons to trading 
prices and rates of return derived 
from public stocks that, again, can 
be sold almost instantly and are liq­
uid. I am not advocating taking a liq­
uidity discount in every case; I’m just 
presenting the concept for consider­
ation. Good luck. X
tral tendency. Once central 
tendency is identified, it is a 
starting  p o in t for fu rth e r 
analysis. Often, measures of 
cen tral tendency  differ 
widely, leaving the appra iser to 
decide which is best. This article will 
examine a technique to improve 
data analysis.
MEASURES OF CENTRAL TENDENCY
The three measures of central ten­
dency are the mean, median, and 
mode. The mean is the average of 
the observations and the median is 
the midpoint of the data range. The 
mode is the value with the highest 
frequency or num ber of observa­
tions, sometimes referred to as the
5
CPA Expert Fall 2005







Number of Transactions 297 296 290
High P /G  Multiple 13.47 3.27 2.26
Low P/G Multiple 0.07 0 .07 0 .07
Mean 0.99 0 .94 0 .90
Median 0 .86 0 .86 0 .85
Mode 0.61 0 .69 0 .74
Standard Deviation 0.87 0 .47 0 .39
Coefficient of Variation 0.88 0 .50 0 .43
most probable value or price.
In a normal probability distribu­
tion, the mean, median, and mode 
are the same number, as shown in 
Figure 1, “Normal Distribution.” In a 
norm al d istribu tion , the m ean, 
median, and mode coincide, mean­
ing that an equal number of observa­
tions fall symmetrically on either side 
of a central point. This never hap­
pens, however, in real-world transac­
tions and markets. Instead, distribu­
tions usually are asymmetrically 
skewed to the right as a result of 
prices tha t are h igher than  the 
majority of the market prices. The 
higher prices may be the result of 
unusual buyer motives, such as the 
expectations that purchases will pro­
duce synergies. T herefo re , the 
mean, median, and mode are gener­
ally three separate points in a diver­
gent data set. This situation makes it 
difficult for appraisers to understand 
the nature of the market because 
they must decide which measure of 
central tendency is optimal.
RECONCILING DATA POINTS
One way to reconcile data points is 
to remove outliers. Outliers are mul­
tiples so far from the measure of cen­
tral tendency that they appear not to 
be part of the general market. These 
could result from a reporting error 
or a buyer that was not typically moti­
vated. Although we do not want to
remove transactions just because 
they may not fit a preconception, we 
do want to remove outliers that will 
produce a flawed analysis.
A nother way to reconcile data 
points is to apply Chebyshev’s Rule.
Figure 1: Normal Distribution
This statistical rule was developed by 
the Russian m athem atician P. L. 
Chebyshev. He proved that in any 
distribution, normal or otherwise, at 
least 75% of the values will fall within 
two standard deviations from the 
mean and at least 89% will fall within 
three standard deviations from the 
mean. This rule can prove beneficial 
in the analysis of market data.
Consider the following example.
Suppose we are valuing a business 
that runs a chain of laundromats. 
For our discussion, we will use data 
from the IBA market database for 
SIC 7215 “Coin Operated Laundries 
and Dry Cleaning.” There are 446 
transactions for both laundromats 
and dry cleaners; the transactions for 
coin-operated laundromats total 297 
transactions. The analysis is p re­
sented in the first column of Table 1, 
“Market Data” and Figure 2, “Distrib­
ution With Outliers.” (Actual data 
points were rounded and plotted, 
then smoothed to give a bell curve 
appearance for illustration.)
As shown in Figure 2, the mean, 
median, and mode are away from 
the peak of the distribution because 
the transaction data contain outliers. 
Because of the skewed distribution,
calculated multiples are divergent. 
For our purposes, we have calculated 
the mode based upon Karl Pearson’s 
formula,1 which calculates the mode 
based upon the relationship between 
the m ean and m edian and is 
expressed as follows:
Mode = Mean -  3 (Mean -  Median)
Although in small data samples it 
may be easy to identify the mode, it
1 Karl Pearson, an English mathematician, developed a formula to determine the skew of a distribution based upon the general relationship between the mean, 
median, and mode.
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is often calculated in larger samples.
In examining the price to gross 
(P/G) multiples, we noted that the 
highest multiple is 13.47, and the 
second highest is 3.27. This first mul­
tiple appears to be an outlier. Upon 
closer examination, revenues for this 
transaction were $15,000 with earn­
ings of $72,000, a data entry error 
that caused such a high P /G  multi­
ple. From the second highest multi­
ple down, it appears that the other 
transactions fit within a range from 
0.07 to 3.27. Therefore, we removed 
the outlier of 13.47 and recalculated 
the analysis in the second column of 
Table 1, “Market Data Without Out­
liers.” The mean, standard deviation, 
and coefficient of variation were all 
reduced.
Next, we apply Chebyshev’s Rule 
to our market data in the second col­
umn of Table 1. In doing so, we can 
say that 89% of the data base sample 
for laundromats fall within the range 
of -0.47 and 2.35 P /G  multiples, 
which is plus and minus three stan­
dard  deviations from  the m ean. 
Thus, we are able to remove six 
more transactions from the top of 
the P/G  list and arrive at the analysis 
shown in the the third column of 
Table 1, “Market Data After Apply­
ing Chebyshev’s Rule,” and Figure 3, 
“Distribution After Applying Cheby­
shev’s Rule.” This decreases the dis­
parity betw een the m ean and
median by 38% and lowers the stan­
dard deviation and coefficient of 
variation by as much as 17%. Also, 
the calculated mode moves closer to 
the peak of the distribution where 
the true mode lies. These measures 
may never converge because of the 
nature of the data, but the data qual­
Figure 3: Distribution After Applying Chebyshev's Rule
ity has been improved greatly. Ulti­
mately, if the sample is statistically 
significant, we can be confident that 
we have a data set into which 89% of 
the market would fall, based upon 
Chebyshev’s Rule.
In our example, we used market 
data from the Institute of Business 
Appraisers (IBA) only for simplicity. 
If we drew and pooled the data from
all four of the existing market data­
bases, including Pratt’s Stats, Biz- 
comps, and Done Deals, our data 
sample may be improved. However, 
often it is difficult to accumulate the 
data from  the various databases 
because obstacles need to be over­
come such as duplicate transactions, 
asset sales versus stock sales and what 
is included in the price, just to name 
a few. Some valuation analysts opt to 
combine data while many choose 
not to. For those who choose not to 
combine data, applying Chebyshev’s 
Rule to each sample and comparing 
the results of the analysis may help 
to bring the resulting measures of 
central tendency among the samples 
closer together.
LESSONS FOR VALUATION ANALYSTS
Here are some lessons for valuation 
analysts. First, market data can be 
m isleading if taken at face value 
without an analysis of the transac­
tions. Had the sample been signifi­
cantly smaller, as is often the case, 
the impact that the outliers would 
have had on the m ean m ultip le 
would have been greater. Second, 
the application of Chebyshev’s Rule 
provides valuation analysts with 
another method to enhance market 
data analysis. In a number of cases, 
the results are much more dramatic; 
in others, the rule is difficult to
7
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apply. However, the rule is a worth­
while tool for valuation analysts 
because it can remove transactions 
that d istort the distribution and 
allows a certain confidence in the 
results. In litigation, for example, if 
an opposing appraiser has an unrea­
sonably high value and you have 
89% of the market in your analysis, 
you would ask why the company has 
been placed in the top 5.5% of the 
market. Understand that the 11% is 
split between both sides of the distri­
CREATIVITY +  
EFFICIENCY =  
PROFITABILITY
By K ev in  R. Y e a n o p lo s , C P A /A B V , ASA
A tool that helps valuation analysts—  
and other practitioners—gain the 
benefits of developing a report particular 
to an engagement while drawing on 
work done for earlier engagements.
Every now and then, someone who is 
considering valuing businesses as a 
profession asks, “What traits make a 
successful business valuator?” After a 
very short pause, I always seem to 
give the same answer: “Must be cre­
atively analytical” I say. Or, “cere­
brally bi-lobular” i.e., the person 
enjoys making valuation adjustments 
for discretionary expenses during 
the day as much as composing a 
song on his or her trusty Martin gui­
tar during the evening. Wolfgang 
Mozart and Chet Atkins would have 
been great business valuators, but 
chose to use their talents in other 
areas. Thank goodness!
Unfortunately, the same traits 
that make a successful valuation ana­
lyst can also cause us to forget a very 
important objective: We are in busi­
ness to make a profit. As a result, we 
are constantly reconciling our desire 
for artistic originality with our need 
for replicable efficiency. By using the 
right tools, however, we can effec- 
8
bution about the mean. So, the top 
and bottom 5.5% may be outside the 
final range, but that is all.
In Part II, we will explore the rele­
vance of the mean, m edian, and 
mode and discuss further ways to 
work with market data. X
Ralph A. Gigliotti, CPA/ABV is the founder of 
Legacy Valuation Services LLC, Lincoln, 
Rhode Island. He can be contacted  at 
RalphG-LVS@cox.net.
tively make good use of both sides of 
our brains.
EMBELLISHING OLD WHEELS
“The template,” “standard wording,” 
or their nasty cousin, “the boiler­
plate” are all different terms for how 
we avoid reinventing the wheel for 
each engagem ent in o rd er to 
enhance profitability. At the same 
time, if we’re not careful, templates 
can lull us into a false sense of secu­
rity, turning us into the “num ber 
crunchers” or “bean counters” that 
we’re often alleged to be. Because of 
this accusation, some valuation ana­
lysts decry the use of templates. If 
properly and carefully designed and 
used, however, templates can be a 
tremendous benefit.
The best template is the one that 
maximizes flexibility, replicability, 
and stability. Several software prod­
ucts are available to build a valuation 
tem plate, including W ord, Valu- 
Source, and PPC. In fact, it seems 
that we receive an offer to try a new 
product almost every week. We have 
found, however, that the incremen­
tal benefits to using a new product 
are generally far outweighed by the 
costs associated with transitioning, 
training, and similar costs.
ROBUSTNESS BRINGS RELIABILITY
One exception in adopting new soft­
ware for us was the change we made 
to Adobe FrameMaker (AFM) more 
than three years ago. AFM is desktop 
publishing software similar to Word. 
Although it is high powered, it is rel­
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atively simple to use. We converted 
to AFM because of the characteristic 
instability of other products. Too 
many times, we invested hours and 
hours into a valuation report, only to 
have it blow up, usually the day 
before an im portant meeting. In 
contrast, over more than three years 
of using AFM exclusively for our val­
uation engagements, we haven’t lost 
a single hour as a result of a software 
glitch.
AFM’s stability may be its most 
desirable quality, but it has several 
o th er excellen t features. AFM 
enables us to define certain variable 
text such as subject company name, 
valuation date, and client, at the 
beginning of an engagement. Vari­
able text changes, which must be 
made for every engagement, can be 
made very easily. Once we define the 
variables, the text changes are imme­
diately made throughout the valua­
tion report. This feature is not revo­
lutionary; other software programs 
have similar features.
The feature that saves the most 
time is the ability to use conditional 
text. When we initially transitioned to 
AFM, we spent a great deal of time 
establishing conditional text, which 
are carefully crafted passages to use 
in a large variety of circumstances. 
By establishing standard wording 
(conditional text) for many different 
situations, we have been able to draft 
our reports in substantially less time. 
For instance, we use different condi­
tional text depending on the defini­
tion of the standard of value, mar-
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ketability of the investment, level of 
control, purpose of the valuation, 
method of valuation, cost of capital, 
and several other variables that a val­
uation engagement calls for. As with 
the variable text, the conditional text 
is defined at the beginning of every 
engagement.
INCORPORATING CHARTS AND GRAPHS
AFM in teg rates sm oothly with 
Microsoft Excel, resulting in the 
effective use of charts and graphs in 
reports. We have established detailed 
Excel templates for a variety of dif­
ferent valuation methods. Because 
we have integrated the various Excel 
templates into the different condi­
tional texts, we have eliminated the 
need to “double enter” any informa­
tion into our valuation reports. In
VALUATION OF ESOP SHARES: 
OPPORTUNITIES AND CHALLENGES
S am  G. T o ro lo p o u lo s ,  C P A /A B V
Employee Stock Ownership Plan 
(ESOP) valuations have a number of 
unique characteristics. Therefore, 
the valuation of shares held by such 
trusts requires the review of specific 
value elements or features which are 
not a part of corporate valuations 
performed for any other purpose. As 
we all know, all valuations rely on 
Revenue Ruling 59-60, which, in 
part, defines “fair market value, in 
effect, as the price at which the prop­
erty would change hands between a 
willing buyer and willing seller when 
the former is not under any compul­
sion to buy and the latter is not 
under compulsion to sell, both par­
ties having reasonable knowledge of 
relevant facts.”1 Moreover, the intro­
duction to Revenue Ruling 59-60 
states, “No general formula may be 
given that is applicable to the many 
different valuation situations arising 
in the valuation of such stock.”2
essence, our valuation working 
papers become our reports.
AFM is not unique. We have had 
great success with AFM, but other 
software on the market may be just 
as effective. Whatever the product, 
we strongly encourage the use of 
properly constructed templates in 
enhancing practice efficiency.
BE CAREFUL AND THOROUGH
The software you select will not elimi­
nate the need for a thorough review 
of valuation calculations and report 
wording. A carefully crafted valuation 
template, however, provides several 
benefits that can greatly enhance 
profitability. The benefits include:
Efficiencies are increased because 
standard, though carefully crafted, 
wording can be replicated.
What the revenue ruling is saying to 
the business valuation community is 
that we must use generally accepted 
methods of calculating value. The 
ruling also tells the reader what the 
Department of the Treasury requires 
when completing a valuation for gift 
and estate tax purposes.
The Employee R etirem ent
Income Security Act of 1974 (ERISA) 
gave the D epartm ent of Labor 
(DOL) oversight as to certain statu­
tory requirements that must be satis­
fied by the sponsor of an ESOP. To 
that end, the following unique fac­
tors must be taken into consideration 
when performing the valuation of 
stock held  by an ESOP Trust 
(ESOT):
• A dequate consideration  as it 
relates to the price paid by the 
trust for the stock (extrem ely 
important at the time of the trans­
action)
More work results are provided to 
clients in a more timely way. 
Professionals can do more work 
in less time.
4. The ability to leverage otherwise 
technical work is enhanced.
5. Efficiencies are increased by bet­
ter integration of valuation tem­
plates into reports.
The use of carefully crafted tem­
plates has enabled us to significantly 
improve our profitability, while at 
the same time m aintain the high 
quality that we strive for. And that 
leaves m ore time to do what we 
really enjoy...strumming on a Mar­
tin D-15. X
Kevin R. Yeanoplos, CPA/ABV, ASA is man­
aging partner at Yeanoplos Drysdale Group 
PLLC, Tucson, Arizona. He can be reached 
at 520-327-8258 or kry@ydvalue.com.
• Independence and qualifications 
of appraisers
• The proper applications of premi­
ums and discounts based on the 
facts and circumstances of the 
stock held by the plan
• Reporting requirements
• Proper treatm ent of multistage 
transactions to the participants, 
which relates to adequate consider­
ation as well as control premiums
ADEQUATE CONSIDERATION
As it relates to ERISA, the DOL 
requires that the ESOT pay no more 
than fair market value or give no 
more than adequate consideration 
when purchasing stock from a share­
holder. The DOL position is reason­
able in the light that the owner of 
the Company is the seller of stock 
and wants the highest possible price; 
therefore, the plan must be properly 
rep re sen ted  to ensure  th a t the 
employees do not overpay for the 
Company stock. This issue is further 
complicated when the trustee of the 
ESOP (the party representing the 
purchaser) is also the party selling 
stock to the ESOP (the owner in 
control), making it seemingly impos­
2 Revenue Ruling 59-60, "Introduction."
1 Revenue Ruling 59-60, Section 2.02.
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sible for the employees to get a fair 
price. To that end, in 1988, the DOL 
issued “Proposed Regulations Relat­
ing to the Definition of Adequate 
Consideration,” to be followed by 
independen t professionals when 
conducting  appraisals for ESOP 
transactions.3 These regulations are 
to be followed when valuing stock to 
be purchased by the ESOT, as well as 
for shares held in the trust. “Guid­
ance is especially important in this 
area because many of the transac­
tions covered by these statutory 
exemptions involve plan dealings 
with the plan sponsor. A fiduciary’s 
determination of the adequacy of 
consideration paid under such cir­
cumstances represents a major safe­
guard for plans against the potential 
for abuse inherent in such transac­
tions.”4 Finally, the regulations state, 
“It should be specifically noted that 
com parable valuations reflecting 
transactions resulting from other 
than free and equal negotiations 
(e.g., a distress sale) will fail to estab­
lish fair market value. See Hooker 
Industries, Inc. v. Commissioner, 3 EBC 
1849, 1854-55 (T.C. June 24, 1982).”5 
As it relates to the ongoing valua­
tions, the DOL regulations require 
the appraisal document to contain 
an assessment of all the relevant fac­
tors. In the case of a valuation of the 
stock held in an ESOT, all relevant 
factors include the factors listed in 
Revenue Ruling 59-60, as well as 
those factors listed as items 8 and 9 
in the following list. The factors are:
1. Nature and history of the com­
pany
2. Economic outlook in general and 
the outlook of the specific industry
3. The book value and financial con­
dition of the company
4. The company’s earning capacity
5. The dividend-paying capacity of 
the company
6. Whether the company has good­
will or intangible value
7. The market price of securities of 
companies engaged in the same 
or similar line of business, which 
are actively traded in a free mar­
ket, e ither on an exchange or 
over-the-counter
8. The marketability of the securities
9. The ability to include a control 
premium
INDEPENDENCE AND QUALIFICATIONS
The regulations are very clear in stat­
ing that the valuator must be inde­
pendent in fact and in perception. 
The regulations actually allow the 
fiduciary to perform the valuation, 
provided two requirements are met. 
First, the fiduciary must be indepen­
dent of all the parties, other than the 
plan trust. Second, the fiduciary 
m ust have the facilities and the 
expertise to undertake the valuation. 
If the fiduciary does not possess the 
training and expertise to meet the se 
requirements, the fiduciary wo uld 
fail to meet the prudent investiga­
tion and the sound business princi­
ples requirem ent of CFR Section 
2510.3-18(b) (3)(iii). If this occurs, 
the trustee must hire an indepen­
dent qualified valuation professional.
PREMIUMS AND DISCOUNTS
Issues associated with factors 8 and 9 
above include those discussed in the 
following two paragraphs.
Discount for lack, o f marketability
With regard to the determination of 
the marketability of the securities, 
the DOL states, “the department is 
aware that, especially in the situations 
involving employee stock ownership 
plans (ESOP), the employer securi­
ties held by the ESOP will provide a 
‘p u t’ option whereby individuals 
upon retirement sell their securities
back to the employer.”6 The DOL 
believes the put option should be 
taken into consideration when valu­
ing the shares held in an ESOP and 
that the valuator should specifically 
take the put option into considera­
tion only to the extent it is enforce­
able and the employer has, and may 
reasonably be expected to continue 
to have, adequate resources to meet its 
obligations. Thus, the department 
proposes to require that the plan 
fiduciary assess whether these “put” 
rights are actually enforceable and 
whether the employer will be able to 
pay for the securities when and if the 
put is exercised.7 W hat is clearly 
stated by the DOL is that the reduc­
tion of the otherwise calculated dis­
count for a lack of marketability shall 
be based on the facts and circum­
stances of the subject company; 
therefore, the valuator must deter­
mine whether the funding mecha­
nism meets the above requirements. 
Failure to provide for an adequate 
funding mechanism by the company 
will not only cause the discount for a 
lack of marketability to increase over 
time as shares allocate and partici­
pants vest, it will also jeopardize the 
tax advantages afforded to the com­
pany.8 Furthermore, if the funding 
mechanism is deemed to be “inade­
quate,” the plan could lose its tax- 
exempt status.9
Control premium or discount for a lack o f control
With regard to the determination of 
a con tro l prem ium , the DOL 
acknowledges that the fiduciary may 
allow the trust to pay a control pre­
mium for a less than 50% block of 
stock, provided certain requirements 
are m et at the time of purchase. 
“The Departm ent proposes that a 
plan purchasing control may pay a 
control premium, and a plan selling 
control should receive a control pre-
3 29 CFR Part 2510.3-18.
4 Par. A of Preamble to DOL Prop. Reg. Section 2510.3-18.
5 Par. B.2 of Preamble to DOL Prop. Reg. Section 2510.3-18.
6 Par. B.5 of Preamble to DOL Prop. Reg. Section 2510.3-18.
7 Ibid.
9 IRC Sections 401(a)(23 and 409(h).
8 Internal Revenue Code (IRC) Section 503(a)(1); Tres. Reg. Section 1.503-1 (b)(1); IRC Section 409(h)(5)(b) ERISA Section 408(b)(1); 26 CFR Section 2550.408b-1.
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mium.”10 This is generally allowable 
so long as there is a plan; the plan is 
in writing; the plan will obtain both 
actual and voting control, also known 
as control in fact; and, finally, the 
plan is not dissipated or dilu ted  
shortly after receiving control. The 
DOL does not make clear how much 
time can pass before the ESOP has 
control; some professionals believe 
that the ESOP needs to have 50.1% 
of the stock by the time the inside 
loan (the loan between the ESOT 
and Company) for the initial block of 
stock is paid in full. Still o thers 
believe that a reasonable amount of 
time is finite and much shorter, such 
as three to five years. The valuator 
must also look at factors such as exec­
utive compensation and stock-based 
incentive plans to determine whether 
control is going to pass to the trust, 
and for how long. Giving the ESOP 
temporary control several years from 
now with no written plan to sell addi­
tional shares will not allow the plan 
to purchase a minority block of stock 
for a control price. Last, we must 
keep in mind that if the employees 
pay a control price they are to receive 
a control price when they separate 
from service after having vested. This 
is commonly known as “control in, 
control out.”
REPORTING REQUIREMENTS
Proposed Regulation Section 2510.3- 
18(b)(4)(i) sets forth the general 
requirements for reporting on the 
determination of fair market value of 
stock held inside an ESOP. The reg­
ulations indicate a desire to gener­
ally follow Rev. Proc. 666-49, 1966-2 
C.B. 1257, which describes the 
reporting format when reporting the 
fair market value of donated prop­
erty. Additionally, a statement as to 
the purpose of the valuation is 
requ ired .11 Next, the regulations 
indicate that a statement as to the 
relative weight accorded to relevant 
valuation methodology be disclosed. 
Finally, it is no ted  tha t Section
2510.3-18(b) (4) (i) (G) requires the 
valuator to give a statement as to the 
effective date of the valuation, which 
for an initial valuation should be the 
date of sale. These same require­
ments must be adhered to if a valua­
tor is determining the fair market 
value of stock for any other purpose. 
These requirements, along with the 
others given above and those that 
document the permitted departures 
from  Revenue Ruling 59-60 and 
progeny rulings (such as when deter­
mining the control premium or dis­
count and discount for lack of mar­
ketability), encompass the reporting 
requirement of an ESOP valuation.
GOING BEYOND THE DOL REGULATIONS
Having a deep understanding  of 
ESOP transactions and keeping up 
with trends in the industry requires us 
to go beyond that which is required 
by any governing body. To that end, 
current topics of discussion relating 
to the valuation of ESOP shares 
include calculating the tax shield and 
determining the proper treatment of 
second-stage transactions.
Calculating the tax shield
It has long been understood that 
there is a significant advantage to the 
Company of an ESOP in that it gives 
significant employee benefit deduc­
tions generally equal to the principal 
and interest on the loan used to 
acquire the shares in the ESOP. To 
that end, there is recent consensus as 
to how to properly treat this tremen­
dous benefit when performing the 
valuation of stock held in the plan 
during the period of time the debt is 
being paid. C alculating the tax 
shield consists of scheduling out the 
net benefit based on statutory tax 
rates for the Company, and then cal­
culating the present value of the 
benefit based on the Company’s cur­
rent equity discount rate. That net 
present value is then added to the 
enterprise value to come up with 
value of the shares held in the trust.
Proper treatment o f multistage transactions
Since most companies are sold to 
their ESOT in stages, the valuator 
must consider the effect of each sub­
sequent transaction on the value of 
the securities allocated in preceding 
transactions. When a second-stage 
transaction takes place, the new debt 
on the books of the Company dilutes 
the value of all the shares in the plan 
unless the valuator properly accounts 
for these facts in the valuation. The 
improper treatment of the current 
transaction debt can have the effect 
of underpaying the shareholders of 
all earlie r transactions for their 
shares, should those participants die, 
retire, become perm anently  and 
totally disabled, or quit after vesting 
but before the second-stage transac­
tion is paid in full. The fiduciary can 
protect the shareholders of earlier 
transactions during the time in which 
the Company is paying for subse­
quent transactions. One option is to 
negotiate a floor value for the shares 
allocated under the initial transac­
tion based on the value at the time 
of the subsequent transaction. This 
option attempts to take into consid­
eration the effort put forth by the 
employees as it relates to the pay­
ment of the first loan. What it does 
not consider is that the value of the 
stock in the trust will change over 
tim e, and any decrease in value 
attributed to any factor other than 
the debt associated with the second 
transaction will unjustly enrich the 
employees of the first transaction. 
Consequently, most plan sponsors 
will not agree to a floor or a “freeze” 
of the value at the time of the subse­
quent transaction.
The second and more appropriate 
option is to have the valuator pre­
pare a valuation that takes into con­
sideration and properly calculates 
the value the shares paid for, as well 
as those not yet paid for, as if they 
were two classes of stock. Under this 
example, the valuator would value 
the enterprise without regard to the
11 26 CFR Section 2510.3-18(b) (4) (i) (E).
10 Par B.5 of Preamble to DOL Prop Reg. Section 2510.3-18.
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second ESOP loan. The per-share 
value would be applicable to the 
shares purchased and allocated by 
the plan under the initial transac­
tion, or any shares no t currently 
leveraged. Then the valuator would 
continue with the valuation taking 
into consideration the debt and tax 
shield associated with the current 
stock transaction.
Note that the shareholders of the 
first transaction  have already 
received the benefit of the tax shield 
and are not entitled to the benefit of 
the tax shield of any subsequent 
transaction. This approach, in the 
valuators’ judgment, properly calcu­
lates the value of the leveraged and 
nonleveraged shares, properly con­
siders the tax shield, and is the only 
approach that considers all other fac­
tors required in the regulations. This 
approach  would no longer be 
required once the leveraged shares 
on any subsequent transaction are 
paid in full. Should there be a third
sale of stock to the trust, the shares 
purchased in the first and second 
block would be treated in the same 
m anner as the first block of stock 
during the period of the payoff of 
the second ESOP loan.
SUMMING UP
It is the responsibility of the fiduciary 
to ensure that the stock held in the 
trust is valued annually by an inde­
pendent, professionally credentialed 
valuator who is capable of under­
standing and considering the Inter­
nal Revenue Service and DOL 
requirements. Although DOL regu­
lations do not preclude the seller of 
stock from acting as the fiduciary, it 
is clearly not a wise business deci­
sion. At the very least, if the seller is 
the trustee, he or she should sur­
round him- or herself with compe­
tent, independent professionals who 
can give sound advice as to how to 
operate this type of qualified plan 
with integrity and independence. It
is important for the valuator to main­
tain th a t indep en d en ce , even 
though it is the fiduciary who hires 
the valuation professional. The valu­
ation report needs to state that the 
valuator was engaged to value the 
ESOP shares only; therefore  the 
resulting value as reported repre­
sents the fair market value of the 
shares held by the ESOT. The valua­
tor was not engaged to value the 
shares outside the plan and there­
fore, did not do so. Shares held by 
the plan are inherently more valu­
able than shares held outside the 
trust because of the inherent fund­
ing mechanism inside the ESOT, 
which helps to create a quasi-public 
market for the stock. This quasi-pub­
lic m arket does not exist for the 
shares outside the plan. X
Sam G. Torolopoulos, CPA/ABV, is president 
of ATI Capital Group, Inc. in Dallas, Texas. 
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